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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HOLMES, Judge: Thomas J. Barrow was a pioneer for African-
Anericans in the accounting profession, creating what was for a
time the nation’s |largest mnority-owned accounting firm

Despite his inpressive | eadership, Barrowran into trouble with
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the I RS when audits revealed that he was not reporting all of the
busi ness income that he received. The IRS also disallowed

vari ous deductions he took during the years at issue. Barrow was
convicted at a crimnal trial of filing false tax returns, bank
fraud, and incone tax evasion. W nust decide whether Barrow and
his firmare |iable for tax deficiencies and associ ated penalties

for the years 1984-89.

FI NDI NGS OF FACT

The Early Years

Barrow grew up in Detroit, graduated from high school there,
and then attended Wayne State University. He majored in
accounting while working as an intern for Arthur Andersen when
that firmwas still one of the Big Ei ght national accounting
firms. He earned his bachelor’s degree in accounting in 1971 and
becane a certified public accountant in 1973.

Upon graduation fromcoll ege, Barrow was pronoted by
Andersen and he began working on financial audits. He rose
t hrough the ranks, and eventually becane an experienced senior
auditor. H's job was to plan audit engagenents, execute them
wite the audit procedures, review the audit work papers, and
then draft the client’s financial statements to make sure they
conplied with Generally Accepted Accounting Principles (GAAP)

He worked only on financial audits, and was never involved with
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Andersen’s tax departnent. He also found tinme to continue his
education by earning an MBA in finance, again fromWyne State.

1. Fornati on of Barrow, Aldridge, & Co.

In March 1975, Barrow and two of his coll eagues from
Andersen, WIlliam Al dridge and Ron Col eman, founded their own
accounting firm nanmed Barrow, Col eman, Al dridge & Co. They
organi zed it as a corporation in which each owned a one-third
interest. The firmaimed to build a client Iist of smal
busi nesses, individuals, and nonprofits, and it soon had a nunber
of clients in the health-care industry. And it didn’t just do
the financial audits Barrow specialized in--it also offered
bookkeepi ng, recordkeeping, and tax-return preparation.

The firmquickly took off and, as its revenues grew, it took
on nore enployees. Mst were CPAs, but the firm needed staff,
too, and one of its first was Cynthia Nobles. She began work in
1976, as secretary to all three partners. Over the course of her
enpl oynment at the firm her responsibilities grew until she
becane both the firms office manager and its bookkeeper. Barrow
t aught Nobl es sonme basic accounting skills, such as recording
journal entries, working with a general |edger, and reconciling
t he bank account. At first, he closely supervised her and was
able to correct any m stakes she nade.

Barrow soon energed as the firms star. At first this just

meant he had to work harder, because the conpany generally
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foll owed the eat-what-you-kill nodel, with each of the senior
partners working nostly for those clients that he brought to the
firm Barrow proved to be the superior rainmaker, though, and
was soon bringing in far nore clients than he could handl e
hi msel f, shifting sone of the work to the other partners. The
principals began to specialize--Aldridge in tax, and Barrow on
audit and financial services but wth an increasing focus on
client devel opnent.

When equal partners generate unequal revenues, trouble
usual ly ensues. And in the early ’80s, Barrow becane
di ssatisfied wth what he thought was the | ess-than-equal effort
of both of his partners, but especially of Coleman. Barrow
didn't feel that he had the power to fire Col eman, so he deci ded
to leave the firm The only problemwas that the firmwanted to
| eave with him-the clients were predom nantly Barrow s, and the
enpl oyees said they would follow Barrow out the door. So Col eman
deci ded to | eave instead, and Al dridge agreed to nake sone
adj ustnents so that he and Barrow could continue to work
together, thus formng Barrow, Al dridge & Co. (BACO in 1981.
After the shakeup, Barrow becane the majority owner with 54-
percent control and was in charge of the firm s finances.

BACO |ike its predecessor, had al ways nanaged its finances
using the “nodi fied cash basis of accounting.” At trial, Barrow

first defined the plain-vanilla “cash nmethod of accounting” as
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one where a conpany records revenues when it receives cash or a
cash equivalent. Likew se, a conpany using this nethod records
expenses only when noney goes out the door. Barrow described the
limtations of this nmethod, saying that a conpany cannot account
for depreciation under it. But as Barrow expl ai ned, BACO used
the nodified cash nmethod of accounting, which allowed the conpany
to record certain expenses when all the events that surround that
expense had occurred.! Wen BACO paid its enpl oyees, for
exanple, it would accrue and deduct the related FI CA paynents at
that time instead of waiting to deduct those taxes when it
actually paid themover to the governnent.

Barrow i ncreasingly cane to think of BACO as “his” firm and
took it upon hinself to lend it noney when blips in its cashflow
made neeting payroll a problem He did not formally approve
these loans in witing on behalf of BACO but both Al dridge and
Nobl es knew of themand credibly testified that they occurred.
Nobl es also credibly testified that she woul d make j our nal
entries in the ordinary course of business, adjusting the anount

of the | oans outstandi ng both when BACO recei ved noney and when

1 BACO s tax returns had a box that required a choice of
accounting nmethod: cash, accrual or “other (specify).” The
Comm ssi oner points out that BACO checked that it used the cash
met hod of accounting while Barrow now cl ai ns BACO used t he
nodi fi ed cash nmethod. Checking the box for cash nethod seens
reasonabl e, however, given that “[r]elatively mnor deviations in
the formof accruals will not change the taxpayer fromthe basic
cash nethod.” 1 Alkire Tax Accounting, sec. 3.01[3] (LexisNexis
2007) .
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it paid Barrow back. W specifically find these journal entries
a generally reliable record of Barrow s | oans to BACO and their
repaynent.

BACO required all enpl oyees and owners to abide by a
nonconpete agreenent. Barrow testified that it was BACO s policy
“that if it [was] a service that [BACO offer[ed],” then a BACO
enpl oyee couldn’'t “performthat service outside of the firnis
purview.” Donna West, initially a BACO audit manager and |later a
principal, credibly testified that she knew that this was BACO s
policy even though she never saw it in witing. She explained
that she “woul d not have been able to work for a conpetitor”
because “as a CPA [she] would not work for one of the other
accounting firnms.” She al so expl ai ned that she could work in-
house for a client, but that under the policy she would still be
a BACO enpl oyee receiving her conpensation from BACO.

[11. Complete Infornati on Systens

The second busi ness whose finances are at issue in this case
is Conplete Information Systens (CIS). Started in 1979 by BACO s
principals, CS |leased mainframe time which it resold to its
clients.? That tinme would then be available for BACO clients to

automate their bookkeeping. Barrow conpleted all the paperwork

2 In those bygone days before personal conputers becane a
commodi ty, conpanies could actually nmake noney by buying tinme on
a mai nframe conputer whol esale and reselling it to clients. For
the various uses (or the msuses) of the term*“tinme sharing”, see
Qdeneal , Conputer Time Sharing for Managers 17 (1975).
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to set up CS, and at first all the partners of Barrow, Col eman,
Al dridge & Co. owned it, but with the understandi ng that
distributions fromrevenues woul d be unequal and dependent on who
brought the client in. Al the clients of CIS were also clients
of BACO, and the partners would routinely try to cross-sell the
services of both firns.

Over tinme, CI'S also began to | ease cars to BACO s owners.
Barrow signed the | ease agreenents for CI'S, and Al dridge and
Nobl es signed for BACO  After the shakeup from whi ch BACO
energed, Barrow becane the sole proprietor of CI'S, though Nobles
continued to do its bookkeeping. For tax years 1984, 1985, 1987,
and 1988, Barrow called this business CIS or CS Leasing; on his
1986 tax return, Barrow called it “BARCO | easing.” For all of
these tax years, Barrow reported its business incone and expenses
on his own Schedule C, using the cash nethod of accounting, under
whi ch he recorded CI S s incone and expenses in the cal endar year
in which they occurred.

| V. BACO s Success and Barrow s Community | nvol venent

BACO continued to grow, and in 1981 it opened a satellite
office inlllinois. The firmalso negotiated a deal wi th Coopers
& Lybrand that was essentially a right of first refusal. If BACO
wanted to partner with a large accounting firm it had to ask
Coopers first, and likewi se if Coopers wanted to partner with a

mnority-owned firm This agreenent gave BACO access to | arge
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clients that it would not have otherw se been able to work wth.
Barrow negotiated this joint venture, and it was the first of its
ki nd anong accounting firnms in Detroit. Barrow successfully

i ncreased the client base of the BACO satellite offices by

mar keti ng his experience and | earning to nmanage client

rel ati onships renotely.

In an effort to bring in newclients and to raise his
stature in both the business and financial communities, Barrow
becane active in many professional associations. He was the
Detroit chapter president for the National Association of Black
Account ants (NABA), which becane the | argest chapter in the
country under his |l eadership. He |ater becane the national NABA
president, and in that role he visited many U.S. cities to
organi ze additional chapters. He served on an advisory board to
t he Comm ssioner of Internal Revenue, and the governor of
M chi gan appointed himto the State Board of Accountancy, which
he eventually chaired. He was also a nenber of the Accounting
Aid Society of Metropolitan Detroit, and was on the advisory
board to the Small Business Association and the Advi sory Counci
of the Wayne State University Departnent of Accounti ng.

But the community invol venent that plays the biggest role in

this case began with Barrow s appointnment to the board of
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trustees for New Center Hospital® (NCH) in 1981. NCH was a
troubled institution, as Barrow quickly discovered after he
arrived. This pronpted himto start asking tough questions of
Al an Weiner, the hospital’s executive consultant. Winer reacted
by trying to find ways to decrease the strength of the hospital
board, but Barrow | ed a countercoup in 1984 in which the board
ousted Weiner, and elected Barrow as chai rman of NCH

Barrow s prom nence and reputation in Detroit was grow ng.
But 1985 proved to be its apogee. That year, Barrow decided to
heed the urging of his friends and run for mayor of the city
agai nst the form dabl e i ncunbent Col eman Young. He believed--and
we specifically find his claimof naivete credible--that this
woul d sinply nmean putting his nanme on the ballot and canpai gni ng
for awhile. Instead, it began a | ong dowmward slide in his
personal and financial fortunes.

The first sign was neither subtle nor Iong in com ng--BACO s
|argest client in 1985 was the City of Detroit, and the Gty
swiftly decided to cut off its business with the firm | eaving
BACO with a huge revenue shortfall. But there were also subtler
effects. As Barrow grew nore occupied with politics and

community work, he did not have the tinme he needed to supervise

3 At the tinme, New Center Hospital was naned Detroit Center
Hospital. The board decided to change the nane in 1984 because
Detroit Center Hospital had a poor image in the comunity.
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Nobl es adequately. M stakes she nade in recording entries in the
books of both BACO and CI' S remai ned uncorrected and | eached into
Barrow s and BACO s tax returns.

Many of the problens that led to this case, though, began
with Barrow s work on the NCH board. His duties started out as
routine trustee chores— attendi ng neetings and cursorily
reviewing Weiner’s proposals. But after Winer’'s ouster, Barrow
and the hospital board decided in 1985 to seek outside advice,
which led themto put the hospital and sone affiliates under a
hol di ng conpany. This new conpany, called Central Cities Health
Services (CCHS), with Barrow as chairman of its board of
directors, planned to acquire clinics throughout Detroit. These
clinics could refer patients needing specialized or acute care to
the hospital, giving its patient popul ation a nuch-needed boost.
He al so increased his efforts at the hospital while running for
mayor that year--in fact, the then-chairman of CCHS stepped down
and | et Barrow take his place because he knew it woul d be
val uabl e for Barrow s mayoral canpaign

Barrow stayed on the hospital’s board, too, and was the only
director comon to both NCH and CCHS. The two boards began
paying their nmenbers a fee of $100 for each nonthly board neeting
attended, and $50 for each subcomrittee neeting. They also paid
Barrow a separate annual chairman’s fee of $4000. CCHS s plan

began to work, and it becanme the parent conpany of New Center
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Clinic-East, New Center Cinic-Wst, and New Center Cinic-
Central

The NCH board of trustees hired a chief operating officer.
The new man was to run the hospital’s billing, personnel, and
patient care departnents, but after a couple years it becane
obvious that he didn’t know how to run the financial side of the
hospital. The result was a cashfl ow probl em seri ous enough to
pronpt the board to renbve him

By then, NCH was collecting substantially |less than what it
was billing. Some insurance conpanies and Medicaid were refusing
to pay bills because of avoi dabl e paperwork problens, but instead
of correcting and resubmtting the bill, the billing departnent
did nothing. The result was a perpetual cash crisis. The board
al so di scovered that the hospital had a nortgage with HUD on
which it was not current, which then triggered violations of
NCH s correspondi ng regul atory agreenent connected to that
nortgage. And, to add to the hospital’s wes, it also had a
payrol | -tax probl em because it hadn’t been paying over wthheld
taxes to the I RS

Soneti me between 1985 and 1988, CI' S began providi ng conputer
services to NCH. These services included aiding the hospital
withits billing system [It’'s unclear whether and to what extent
Barrow di scl osed his ownership of CIS--a potential conflict of

interest--to the other board nenbers. But Barrow credibly
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testified on this tangential point that every board nenber did
business with the hospital and its affiliates.

Barrow under st ood the hospital’s financial problens and, so
he began to get nore involved in the hospital’s day-to-day
operations. |In Septenber 1987, while still a partner at BACQO,
Barrow began functioning as a full-tinme manager to try to bring
order to the chaos in the hospital’s financial departments. The
board agreed in exchange to pay Barrow the sane $52,000 (as a
chairman’s fee) that the previous chief operating officer had
received as sal ary.

Bet ween February 1986 and | ate 1987, NCH signed two deal s
with BACO The first was a professional conpil ation-accounting
services agreenent, a service that BACO routinely perforned for
its clients. After receiving bids for contracts from ot her
accounting firns that the hospital couldn’t afford, BACO
essentially “lent” sonme of its enployees at reduced rates to NCH
to help with the billing and finances. These enpl oyees acted
i ke NCH enpl oyees--they worked at NCH every day, and they were
actively involved in reconciling the bank accounts, building and
mai ntaining relationship with the hospital’s vendors, and
creating the quarterly requests for reinbursenent from Medi care,
Medi cai d, and Blue Cross Blue Shield. NCH paid BACO directly,

and BACO deposited this noney into BACO checking accounts. Donna
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West was the |l ead on this engagenent, and Barrow s work on this
project did not extend beyond supervising her.

I n Septenber 1987, at about the tinme that Barrow took on his
greatly expanded role in managing the hospital, BACO started the
second engagenent, which was to reconstruct cost reports,
busi ness records, and other accounting records back to the 1970s.
This project was nuch nore conplex: The noney at risk anounted
to several mllion dollars and the hospital’s survival was at
stake. Barrow got personally involved, but since the hospital
paid hima chairman’s fee, he did not have BACO bill NCH for his
time. Barrow s involvenent on this engagenent came within the
penunbra of the nonconpete agreenent, and he admts that the fee
paid to himas NCH s chairman shoul d have bel onged t o BACO under
t hat agreenent.*

Al'l during these years that he was spending so nmuch tinme at
CCHS and NCH, Barrow continued to have several outstanding | oans
with BACO He would often deposit checks fromBACO s clients
that were payable to BACO into his own personal account. On this
i nportant point we specifically find, based on the testinony and
exhibits in evidence, that Barrow had Nobles record in the BACO
general | edger upon recei pt of each check a journal entry that

decreased the | oan payable to him (a debit) and increased BACO S

4 There was al so a draft agreenent between CCHS and BACO f or
simlar consulting services, but the parties never signed the
agreenent or acted upon it.
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revenues fromthe engagenent (a credit). The only check not
properly recorded in the BACO | edger was one for $8,352 from
Ernst & Wi nney.

During this time, Barrow was still receiving a board stipend
fromNCH in addition to his chairman’s fee. Barrow credibly
testified that there was a substantial difference between his
role as NCH chairman and his role as NCH board nenber. He
recei ved the NCH board stipend for attending and conducting
nmeetings, and considered it (like the other board stipends and
the CCHS chairman’s fee) to be his own incone. The hospital
consistently paid BACO and Barrow, although not all the other
vendors, and for a time Barrow hinself nmanaged the hospital’s
cashfl ow by approving all paynents before they were sent to the
vendors. This gave hima very detail ed know edge of the state of
NCH s cash position, and he woul d sonetines refrain from cashing
his board stipend or chairman’s fee checks because he knew t he
hospital didn’'t have the cash on hand to pay him

Wi | e occupi ed at the hospital and CCHS, Barrow also had to
deal with another outbreak of change at BACO - Al dridge’ s decision
to leave the firmin Decenber of 1987. Even though Barrow had
been president of BACO fromits start, Aldridge’ s departure |eft
himw th near total responsibility over adm nistrative and
financi al decisionmaking. It also left him-with the exception

of sonme partners who owned about 3 percent of the firms
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out standi ng shares--as the firms owner. Even nore than before,
BACO s fate depended on Barrow.

V. Per sonal and Prof essional Trouble

Despite all his responsibilities, Barrow chose to run for
mayor again in 1989. This second canpai gn was especially brutal
because Barrow was by then a legitimte threat to the i ncunbent
mayor. Calling his mayoral run “life-altering,” Barrow experi -
enced things he only thought happened in fiction, credibly testi-
fying that sonmeone broke into his home and stole only his brief-
case. And that he found soneone pulling docunents fromhis
trash. And that police began to sit outside his honme to observe
who was com ng and goi ng.

The 1989 canpai gn began to founder after the Detroit Free
Press ran a series of articles about Barrow, BACO CI'S, and their
connections with NCH  Because NCH consistently paid BACO and
Barrow but not its other vendors, the paper questioned whet her
Barrow had a conflict of interest. On one occasion, a reporter
at the paper called Barrow and asked whet her he had ever received
paynment from NCH for his services. Barrow lied and said that he
had not. And even though he thought no one would ever find out,
he stanped the back of his chairman’ s-fee checks, which he had
al ready deposited into his personal account, with the BACO
endor senment stanp. Barrow al so kept qui et about the ownership of

Cl S--Joseph Valenti, a friend of Barrow s and fell ow hospital



- 16 -

board nmenber, testified credibly that even he didn't know CI' S and
Barrow were connected until a reporter did an investigative piece
on Barrow during the canpaign

Barrow lost his run for the mayoralty and then | ost a race
for Congress in 1990. He resigned fromthe NCH board in July
1990, and pulled the BACO staff out of the engagenent with the
hospital at that tinme as well.

VI. The Collapse: Audit and Crimnal Trial

I n Septenber 1989, I RS Agent Stephen Bulik began
investigating BACO s tax return for the year ending March 31,
1988. One of the first things he did in his audit was to
reconcile the general |edger to the tax return. Many of the
general | edger accounts did not agree. The audit soon expanded
to BACO s tax year ending March 31, 1989, and to Barrow s
personal taxes for 1984 through 1988.

Because Bulik was not able to reconcile the return to the
general |edger, he began a specific-itens analysis® for both BACO
and Barrow personally for all years at issue. Bulik perfornmed a
bank-deposits analysis to determine the CI'S portion of Barrow s

under st at ement .

> A specific-itens analysis is a direct method of proof used
when an I RS agent can find a taxpayer’s sources of inconme. (Wen
the IRS can’'t find a taxpayer’s sources of income, it uses an
i ndirect method of proof such as an analysis of bank deposits.)
See generally Garbis et al., Tax Procedure and Tax Fraud 618 (3d
ed. 1992).
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After years of investigation and a referral fromthe civil
to the crimnal side of the IRS, a grand jury indicted Barrow in
Cct ober 1993 on one count of bank fraud, one count of making
fal se statenents on a | oan application, five counts of tax
evasi on under section 7201 for tax years 1984 through 1988, and
five counts under section 7206(1) of willfully submtting fal se
tax returns for tax years 1984 through 1988.° Barrow was al so
indicted on three counts of willfully submtting fal se corporate
tax returns on behalf of BACO for tax years 1987 through 1989.

During the crimnal trial, the governnment pursued a theory
that Barrow had cheated on his taxes by not reporting on his
i ndividual returns the fees that NCH and CCHS paid to himas the

chai rman of the board and a trustee.”’

6 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court’s Rules of Practice and
Pr ocedure.

" Neither party chose to introduce the transcript of the
crimnal trial into evidence. Cf. diver v. Conm ssioner, T.C
Meno. 1993-508 (where we allowed adm ssion of a transcript from
the crimnal trial and held that we had discretion in deciding
the weight to afford testinony of the taxpayer and ot her
Wi tnesses at the crimnal trial); but see Costa v. Conm ssioner,
T.C. Meno. 1990-572 (where we disall owed adm ssion of an
affidavit fromthe crimnal trial since it wasn't nmade under Fed.
R Evid. 801(d)(1)). W therefore rely where relevant on the
i ndi ctment (which was introduced), credible testinony in this
case of what happened in the crimnal case, and the concessions
of each party. Barrow did include massive excerpts fromthe
crimnal trial transcript in his posttrial brief. Rule 143(b),
however, says that statements in briefs are not evidence. And we
have previously held that parties cannot attenpt to suppl enent

(continued. . .)
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In 1994, a jury convicted Barrow on eight of the twelve
counts agai nst him

. Maki ng fal se statenents in connection with
a bank | oan application under 18 U. S.C. 1014;

. Bank fraud under 18 U. S. C. 1344;

. I ncone tax evasion for tax years 1985, 1987,
and 1988 under section 7201; and

. Wllfully filing false inconme tax returns
for years 1985, 1987, and 1988 under section
7206(1).

Barrow was al so convi cted under section 7206(1) for willfully
filing a false corporate inconme tax return for BACOin tax years
ending March 31, 1988 and 1989.

VI1. Barrow and BACO Tax Returns

Barrow woul d col lect all of the yearend adjusting entries
and the cal cul ated endi ng bal ances for each of the general |edger
accounts. Then Aldridge (at first) or Barrow (after Al dridge
left) would prepare BACO s tax returns. Both Barrow and BACO
routinely filed their returns late during the years 1984-1989.
Just as often, the returns were | ater anended after Barrow
di scovered reporting m stakes nmade by Nobl es or renenbered incone

or expenses that he had previously been too busy to wite down.

(...continued)
the record with new material provided in the post-trial briefs.
See Snyder v. Conm ssioner, 93 T.C. 529, 533 (1989); Hartford v.
Comm ssioner, T.C Meno. 1995-351. W therefore do not use that
information in reaching our decision.
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Barrow s Personal | nconme Tax Returns

Tax Year Form Date Fil ed
1984 1040 7/ 13/ 87
1985 1040 1/ 11/ 88
1986 1040 1/ 14/ 88
1040X 2/ 04/ 88
1040X 4/ 10/ 90
1987 1040 12/ 29/ 89
1040X 1/ 10/ 90
1988 1040 1/ 10/ 90

BACO s | ncone Tax Returns

Fi scal Year Ending 3/31 Form Date Fil ed
1988 1120 7/ 18/ 88
1120 9/ 20/ 89
1120X 1/ 10/ 90
1120X 4/ 10/ 90
1989 1120 10/ 04/ 89
1120X 4/ 10/ 90
VIIl. The Guvil Trial

The I RS began a civil exam nation of Barrow and BACO in
1998. After several years of investigation, the Comm ssioner
sent notices of deficiency to Barrow for tax years 1984 through
1988, and to BACO for tax years ending March 31, 1988 and 1989.
The Conmm ssioner determ ned deficiencies arising fromthe

foll ow ng unreported incone:
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BACO s Unreported | nconme
Year NCH CCHS NCC- W NCC- E Ernst &
Wi nney
1988 $63, 955. 66 $64, 811. 55 --- ---
1989 63, 513. 66 54563 $4, 500 $9, 000 $8, 352
Barrow s Unreported | ncone
Year Bank- Deposi t Portion Due to BACO Portion Due to
Met hod Di stributions Wages
1984 $107, 337. 34 $7, 694. 07 $76, 015. 84
1985 4,410 14, 600 ---
1986 92, 457. 05 70, 232. 58 ---
1987 27,176. 08 121, 965. 16 ---
1988 137, 237. 15 167, 271. 27 ---

personal ly,

t he Conmm ssi oner

I nstead of attributing the NCH and CCHS fees to Barrow

now argues that they belonged to

BACO, and that Barrow diverted them by depositing theminto his

own persona

checki ng account.

The Comm ssioner treats this

i ncone and diversion for tax purposes as incone to BACO foll owed

by a constructive dividend to Barrow.
now believes this is the proper way to treat the fees,
conpletely different theory at Barrow s crimna

i nportant change,

of these were expenses connected with Barrow s pl ane.

as it wll

turn out.

The Comm ssioner al so disall owed several

deducti ons.

Even though the gover nnent

it used a

trial--an

Sone

Because he
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travel ed so often to neet with clients spread throughout M chi gan
and Illinois, and to visit various other cities for his work with
NABA, Barrow-an instrunent-rated pilot--had begun flying hinself
to save tine. The FAArequires pilots to keep a | ogbook of al
their flights and to record the purpose of each. But during the
initial audit, Barrow gave the | ogbook to the IRS w thout nmaking
a copy. The IRS lost it, and Barrow was unable to reproduce its
content.

Bot h Barrow and BACO petitioned this Court for relief. The

mai n i ssues for decision are:

. Did Barrow or BACO engage in fraud, thereby
tolling the 3-year statute of |imtations?

. Does collateral or judicial estoppel bar
any clains or issues in this case?

. Did Barrow or BACO understate inconme?

. May Barrow or BACO take the incone tax

deductions disall owed by the Comm ssioner?

. s Barrow or BACO |liable for the fraud penalty
under former section 6653(b)(1)?

Barrow resided in Detroit throughout the events of this case,
including the day he filed his petition. BACOis now a defunct

corporation originally headquartered in Detroit.?

8 Mchigan | aw provides that a di ssol ved corporation “may
sue and be sued in its corporate nanme and process may issue by
and agai nst the corporation in the sane manner as if dissolution
had not occurred.” Mch Conp. Laws Serv. sec. 450.1834(e)

(Lexi s-Nexis 1973); see also id. sec. 450.1833; Freenan v. H
Tenp Prods., 580 N.W2d 918, 921 (Mch. C. App. 1998).




OPI NI ON

Fraud

Thi s case hinges on whether Barrow commtted fraud. On this
question hangs the Comm ssioner’s ability to redeterm ne Barrow s
and BACO s deficiencies for 1984-89, because the Comm ssioner
generally has only three years after a taxpayer files a return to
assess a deficiency or issue a notice of deficiency. Sec.
6501(a). Barrow filed all original personal and busi ness returns
for the years in question by the end of 1990,° but the
Comm ssioner waited until 2002 to send notices of deficiency.
Barrow urges us to apply the three-year statute of |[imtations,
but the Conm ssioner points us to section 6501(c)(1), which says
t hat

[i]n the case of a false or fraudulent return with the

intent to evade tax, the tax may be assessed, or a

proceeding in court for collection of such tax may be
begun w t hout assessnent, at any tine.

° W look to the date that Barrow filed the original
returns, not any anended returns, in applying section 6501(c)(1).
Badaracco v. Conm ssioner, 464 U S. 386, 394 (1984),(“[Once a
fraudul ent return has been filed, the case remains one ‘of a
false or fraudulent return,’ regardl ess of the taxpayer’s |later
revi sed conduct, for purposes of * * * civil fraud liability
under section 6653(b). It |Iikew se should remain such a case for
purposes of the unlimted assessnent period specified by section
6501(c)(1).").
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Whet her we get to decide the nerits of each year depends on the
success of his assertion.

Fraud is an intentional w ongdoing, and the Conm ssioner
must prove by clear and convinci ng evi dence that Barrow
specifically intended to evade a tax that he believed he or BACO
owed “by conduct intended to conceal, m slead, or otherw se

prevent the collection of taxes.” See N edringhaus v.

Comm ssioner, 99 T.C. 202, 210 (1992); accord, Wight v.

Commi ssioner, 84 T.C. 636, 639 (1985). W |ook to Barrow s

actions to determ ne whet her any BACO under paynent resulted from
fraud because “corporate fraud necessarily depends on the
fraudul ent intent of the corporate officers.” D Leo v.

Commi ssioner, 96 T.C 858, 875 (1991), affd. 959 F.2d 16 (2d Cr

1992). We do not inpute or presune fraud--the Comm ssioner

must prove that:

. there i s an underpaynent of tax for each
year at stake; and

. sone part of that underpaynent is due to
fraud.

Sec. 7454(a); Rule 142(b); Wight, 84 T.C. at 639.

A. Under paynent

To prove an under paynent, the Conm ssioner can use methods
different fromthose the taxpayer used to cal cul ate i ncone when
t he taxpayer’s nethod of accounting doesn't clearly reflect

income. Sec. 446(b); Parks v. Conm ssioner, 94 T.C. 654, 658
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(1990). Barrow has the burden to prove that the Conm ssioner’s
determ nation of unreported incone is unfair or inaccurate.
DiLeo, 96 T.C. at 871; Parks, 94 T.C at 658.

The Comm ssi oner argues that Barrow underpaid his personal
tax liability for tax years 1984-88, and that Barrow caused BACO
to underpay its tax due in 1988 and 1989. W need not delve into
the details in this part of our opinion, because Barrow concedes
at | east sone underpaynent for 1984 (due to using the wong Form
W2), and 1985 (due to a m ssing Form 1099 for CCHS incone). W
have al so held that a taxpayer admts an underpaynent by filing
an anended return that increases his tax liability. Badaracco,

464 U.S. at 399; Delvecchio v. Commi ssioner, T.C Mno. 2001-130,

affd. 37 Fed. Appx. 979 (11th G r. 2002). That’s just what
Barrow did for 1986 when he filed a Form 1040X for 1986 t hat
showed an increase in tax liability. W therefore find with
little difficulty that Barrow had at | east sone underpaynent in
1984, 1985, and 1986.

Whet her an under paynent existed for 1987 and 1988, and for
BACO in 1988 and 1989, is a nore difficult question. Barrow did
file an anmended return for 1987--but it decreased his tax
l[iability by $28,750. BACO s 1988 and 1989 amended returns show
no increase in tax liability because of the availability of net-
operating-loss carryforwards. So we can’t use these anended

returns as adm ssi ons.
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But we can use the fact that he filed all four of these
returns late. The version of section 6653(c)(1) effective for
Barrow s 1987 and 1988, and BACO s 1988 and 1989, returns states
t hat
For purposes of this section, the term “underpaynent”
means * * * a deficiency as defined in [section 6211]
(except that, for this purpose, the tax shown on a
return referred to in section 6211(a)(1)(A) shall be
taken into account only if such return was filed on or
before the | ast day prescribed for the filing of such
return * * *
And for purposes of section 6653(c)(1l), “‘a taxpayer w |
automatically create an “underpaynent” in the anount of the
correct tax sinply because he * * * files an untinely return.’”

Canpbel |l v. Comm ssioner, T.C. Meno. 1997-415 (quoting Emons v.

Commi ssioner, 92 T.C 342, 349 (1989), affd. 898 F.2d 50 (5th

Cir. 1990)). This neans that, to answer the question of whether
t he Comm ssioner has proven that there were underpaynents for the
1987, 1988, and 1989 tax years, we can sinply look to see if
Barrow reported any nonzero tax due for those years. See sec.
301.6653-1(c)(1)(ii), Proced. & Adm n. Regs. Even if Barrow
contests the Comm ssioner’s deficiency, a late-filed return is an
adm ssion that one owes at |east the ampunt of tax shown due on
it, making it an adm ssion of underpaynment. And even if we
assuned the accuracy of the tax reduction shown on the anended
1987 return, Barrow would still be deenmed to have adm tted that

he owed sonme tax for 1987. W therefore conclude that there was
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at | east sone underpaynent as defined in section 6653(c)(1) for
Barrow in 1987 and 1988.

The Comm ssioner can find no confort in this reasoning for
the BACO returns in this case. BACO s original returns for 1988
and 1989 show zero tax liability because of a net-operating-I|oss
carryforward that elimnates any tax that woul d’ ve ot herw se been
due. The notice of deficiency for these years recal cul ated and
reduced the net operating | oss available for 1988 and 1989, and
i ncluded Barrow s hospital board fees and chairman’s fees in
BACO s incone during those years. This created a tax deficiency,
and as we said above, an underpaynent for purposes of section
6653(c) (1) includes a deficiency as defined in section 6211
Rat her than nake findings on the nerits that an underpaynent
exi sts, we nove along to the second part of the fraud test for
these two years as well.

B. Col |l ateral Estoppel, Judicial Estoppel, and
BACO s Nonconpete Policy

Bef ore deci di ng whet her Barrow had the required fraudul ent
intent, we nust first consider whether we need to decide the
guestion at all. Each party vigorously argued that the other is
est opped on the issue.

W' |l start with the Comm ssioner. He contends that Barrow
is collaterally estopped fromcontesting that he had the required
fraudul ent intent when he filed his 1985, 1987, and 1988 returns,

because he was convicted for crimnal tax evasi on under section
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7201 for those years. The Conm ssioner is right that a
convi ction under section 7201 for tax evasion necessarily carries
with it the factual determ nation that sonme part of the resulting
deficiency was due to fraud, and as a general rule we
collaterally estop a taxpayer from argui ng any defenses to the

civil fraud penalty for the sanme year. N edringhaus, 99 T.C. at

214; see also Gray v. Conmm ssioner, 708 F.2d 243, 246 (6th Gr.

1983), affg. T.C. Meno. 1981-1. |It’s possible, however, that the
Commi ssioner’s procedural mssteps bar himfrom succeedi ng on
this argunent.

The possible msstep here is that we require a party
asserting an affirmati ve defense--here, collateral estoppel--to
raise the issue in his pleading. Rule 39. The Comm ssi oner
didn't do that. He argues, however, that there was inplied
consent because Barrow didn't object to his coll ateral -estoppel
defense at trial, and Rule 41(b)(1) says that when an issue is
tried by express or inplied consent, we are to treat the issue as

if it was raised in the pleadings. In Pierce v. Conm Ssioner,

T.C. Meno. 2003-188 [citations omtted], our Court held that this
rule applies to collateral estoppel.

[1]n deciding whether to apply the principle of inplied
consent, [we have] considered whether the consent
results in unfair surprise or prejudice toward the
consenting party and prevents that party from
presenting evidence that m ght have been introduced if
the issue had been tinely raised.
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In Estate of Huntsman v. Comm ssioner, 66 T.C. 861, 871-72

(1976), we held that there was no inplied consent where the
t axpayer had no notice of the Conm ssioner’s tardy argunent, the
Comm ssioner didn't raise the issue at trial, and we found that
t he taxpayer had no opportunity to defend against the
Conmi ssioner’s claim

Barrow s case is different. The Conm ssioner raised the
issue in his pre-trial nmeno, putting Barrow on notice of his
col | ateral -est oppel defense. Barrow does argue that the
Comm ssi oner never filed a posttrial notion to conformthe
pl eadi ngs to the proof presented, and therefore we should bar the
Comm ssioner fromrelying on collateral estoppel now. But Rule
41(b) (1) says that

The Court, upon notion of any party at any tinme, may

al l ow such anendnent of the pleadings as may be

necessary to cause themto conformto the evidence and

to raise these issues, but failure to anend does not
affect the result of the trial of these issues.

(Enphasi s added). W therefore will address the coll ateral -
est oppel issue on its nmerits. 1
We use collateral estoppel to prevent parties from

litigating issues that were necessarily decided in a prior suit.

10 Barrow al so argues that he notified our Court at trial of
the Comm ssioner’s failure to raise collateral estoppel as an
affirmative defense. He cites the trial record in one of his
post-trial briefs, but his citation is incorrect.
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Peck v. Comm ssioner, 90 T.C 162, 166-67 (1988), affd. 904 F.2d

525 (9th Gr. 1990). There are five conditions:

. The issue in the second suit must be identi cal
in all respects with the one decided in the
first suit.

. There nmust be a final judgnent rendered by a
court of conpetent jurisdiction.

. Col | ateral estoppel may be applied agai nst
parties and their privies to the prior
j udgment .

. The parties nmust actually have litigated the

i ssues and the resolution of these issues nust
have been essential to the prior decision.

. The controlling facts and applicable | egal
rul es nmust remai n unchanged fromthose in the
prior litigation.

Both parties agree that this case neets the second and third
conditions: the District Court in the crimnal case rendered a
final judgnent and the parties to each case are the sane. !
Because they contest the remaining criteria we analyze them in

turn, for 1985, 1987, and 1988.

1. Are the Issues Identical in All Respects?

The Conmm ssioner sinply asserts that the issues in each case

are the sane. N edringhaus, 99 T.C. at 217 (““willfully as used

1 The Conmi ssioner limts his estoppel argunent to the
three years in which Barrow was individually convicted of tax
evasi on under section 7201. W’ ve previously held that a
corporation--even if it’s closely held--that was not a part of
the crimnal case cannot be collaterally estopped from denying
fraud based on a nmgjority shareholder’s conviction for tax
evasion. C B.C Super Mts., Inc. v. Conm ssioner, 54 T.C. 882,
894 (1970).
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in section 7201 enconpasses all the elenents of fraud which are
envi sioned in section 6653(b)”). But Barrow says the issues are
di fferent because the Conm ssioner uses a new theory of corporate
di version, a position that he says contradicts the theory of
personal income-tax evasion the governnent used in w nning the
crimnal case. Barrow argues that the new theory was not before
the jury in the crimnal case and that, if it had been, the
government woul d have had to prove at that trial both that (1)
the i ncone bel onged to BACO and (2) Barrow deliberately diverted
the incone to hinmself. Because these issues weren't considered
at the crimnal trial and Barrow never had a chance to chal |l enge
themthere, Barrow says that collateral estoppel cannot apply.

The governnent admts that its theory is different in this
case fromwhat it argued in the crimnal case:

In the crimnal case, the United States presented to an

unsophi sticated jury that the unreported i ncone was the

direct incone of Thomas J. Barrow * * *. By doing so,

the United States cast the clearest presentation of the

facts to the jury so as to avoid any confusion the

jurors may have had with the concept of double

taxation. In the instant case, [the Conmm ssioner]

i ntroduced sufficient evidence to show that the incone

was al so the corporate earnings of [BACO ] therefore

addi ng the doubl e tax conponent that was omtted in the

crimnal case. In both instances, the incone is

attributable to [Barrow .
Reply Brief for Respondent at 5. |In other words, the governnent
successfully persuaded the District Court jury in the crimnal

case to find that all of the unreported inconme was directly
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recei ved by Barrow. 2 The Conmi ssioner argues that this direct-
income theory is consistent wwth his corporate-diversion theory
because in both cases, the incone is taxable to Barrow. The
Comm ssi oner says he is sinply addi ng another | ayer by
determining that the incone is also taxable to BACO 13

Even though we agree with Barrow that the governnent’s
position has changed between the crimnal case and this one (as
we explain later in discussing judicial estoppel), there
are relatively mnor itenms of unreported incone or incorrect
expenses whose consequences for Barrow s tax liability are
unaffected by the switch in governnent theories between the
cases. At the crimnal trial, the governnment had the burden to
establish willful tax evasion beyond a reasonabl e doubt. Because
the jury didn’'t have to return a verdict detailing which itens of

i ncome Barrow hadn’t reported or which itens of expense he hadn’t

12 Recall that the governnent had to prove an under paynent
in the crimnal case. But the governnment wasn’t required to
prove the specific anount of the underpaynent, just that an
under paynent of tax existed. See Miore v. United States, 360
F.2d 353, 356-57 (4th Cr. 1965); Wapnick v. Conmm ssioner, T.C
Mermo. 1997-133.

13 Corporations are subject to double taxation because the
Code taxes incone first when the conmpany receives it and then
agai n when the conpany distributes it to its sharehol ders. See
Prescott v. Comm ssioner, 66 T.C 128, 138 (1976), affd. 561 F.2d
1287 (8th G r 1977). For a historical account of the devel opnent
of doubl e taxation, see Bank, “lIs Double Taxation a Scapegoat for
Declining D vidends? Evidence FromH story”, 56 Tax L. Rev. 463,
479-516 (2003).
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substanti ated, we have no way of figuring out any precise
deficiency fromthe judgnment in the crimnal case. W do know
that the Conm ssioner’s burden to prove fraud here by clear and
convincing evidence is a |lower standard than the U S. attorney’s
burden of proving Barrow s willful evasion beyond a reasonabl e
doubt. And we know fromthe jury's verdict that at |east sone
part of Barrow s underpaynent for 1985, 1987, and 1988 is
attributable to fraud. W have al so previously stated:

it is nowwell settled that the crimnal judgnent of

conviction requires application of the doctrine of

collateral estoppel and that * * * at |east part of any

under paynent for the prosecution years nust be deened

al ready to have been judicially determ ned to be “due

to fraud” within the neaning of section 6653(b).

C.B.C._ Super Mts., 54 T.C at 893; see al so Rodney v.

Commi ssioner, 53 T.C 287, 305 (1969). Because a portion of the

deficiencies that were at issue in the crinmnal case renmi ns at
issue in this case, we cannot say that the fraud issue as it

related to the individual deficiencies is different.

2. Did the Parties Actually Litigate the | ssues and
VWas There a Resolution Essential to the Prior
Deci si on?

The issue of whether or not Barrow evaded tax was |itigated
in the crimnal case. The jury agreed wth the Governnent that
Barrow evaded tax in 1985, 1987, and 1988. Because we have held
that a conviction for evading tax deci ded the issue of whether

sone part of Barrow s underpaynent was due to fraud, we agree
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with the Comm ssioner that the parties actually litigated the
i ssue and there was a resolution in the Government’s favor
3. Have the Controlling Facts and Applicable Legal

Rul es Renmi ned Unchanged From Those in the
Crimnal Case?

The applicable legal rules renmain unchanged--both crim nal
tax evasion and civil tax fraud require proof of an underpaynent.

Sec. 7201; United States v. Heath, 525 F.3d 451, 456 (6th Cr

2008); N edringhaus, 99 T.C. at 210. The controlling facts
relevant to Barrow s crimnal tax evasion are also the sanme as

t hose the Comm ssioner argues apply in this case--at |least with
regard to part of Barrow s individual income-tax deficiency not
attributable to the new theory of corporate diversion. And there
are no new facts that weren't available to the parties in the

crimnal case. Barrow urges us to consider Boulware v. United

States, 552 U.S. _, 128 S. Ct. 1168 (2008), as a change in the
applicable legal rules sufficient to defeat the application of
coll ateral estoppel.'* Boulware held that a shareholder in a
crimnal tax evasion case can claimthat distributions fromhis
conpany were a return of capital, w thout producing evidence that

he or the conpany intended this type of distribution. 1d. But

4 On April 15, 2008, Barrow filed a notion asking us to
take judicial notice of Boulware, a notion which in effect
allowed himto cite supplenental authority for his case. W
asked for a response fromthe Conmm ssioner, in which he correctly
argued that the proper venue for deciding the inpact of the
Boul ware decision is District Court.
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the Comm ssioner is correct in asserting that the theory pursued
by the governnent in Barrow s crimnal case didn’t involve this
i ssue.

We therefore collaterally estop Barrow from denying fraud
for tax years 1985, 1987, and 1988. This neans we can redeter-
mne Barrow s tax liability for those years. The Comm ssioner,
however, nust still prove fraud for Barrow s individual incone
tax in years 1984 and 1986, an issue that we analyze below in
redeterm ning the deficiency for all five years.?

The Conm ssioner is not alone in urging estoppel. Barrow,
too, raises the issue. But the theory he argues for is judicial
estoppel. Judicial estoppel is a doctrine that prevents a party
fromw nning judicial acceptance of a theory in one case, only to

pursue a contradictory theory later. New Hanpshire v. Mine, 532

US 742, 749 (2001); Fazi v. Comm ssioner, 105 T.C. 436, 445

(1995) (citing Huddl eston v. Conm ssioner, 100 T.C 17, 28-29

(1993)). The rule’s purpose is to “protect the integrity of the
judicial process ... by prohibiting parties fromdeliberately
changi ng positions according to the exigencies of the nonent.”

New Hanpshire v. Maine, 532 U.S. at 749-50 (citations and

guotation marks omtted). “Judicial estoppel does not bar a

party fromcontradicting itself, but fromcontradicting a court’s

15 Because we have found no underpaynent for BACO see infra
p. 50, we need not consider whether its 1988 and 1989 returns
wer e fraudul ent.
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determ nation that was based on that party’s position.” Tel edyne

Indus., Inc. v. NLRB, 911 F.2d 1214, 1217 n.3 (6th Gr. 1990).

This doctrine generally requires us to accept the earlier of

the two inconsistent positions. Huddleston, 100 T.C. at 26.

Factors that may lead us to judicially estop the Conm ssioner
from adopting a new position in this case include, but are not

limted to, the foll ow ng:

. |s the governnent’s later position “clearly
i nconsistent” with its earlier one?

. Did the governnent succeed in persuading the
crimnal court to accept its earlier
position?

. Woul d t he Conm ssioner derive an unfair

advant age or inpose an unfair detrinment if
not estopped?

Mai ne v. New Hanpshire, 532 U S. at 750-51; Bussell .

Comm ssioner, T.C Menp. 2005-77, affd. 262 Fed. Appx. 770 (9th

Cr. 2007). It’'s Barrow s burden to show that the governnent
took a contrary position in a prior proceeding and that this

position was accepted by the court. Teledyne Indus., 911 F. 2d at

1218. Barrow has easily borne this burden by pointing to the
Comm ssioner’s rather startling adm ssion that the governnent
changed theories because it didn't think the jury was snart
enough to understand what he now says really happened--the
di versi on by Barrow of noney owed to BACO

The Comm ssioner says he’s nerely adding the double tax

conponent to the previous determ nation. W disagree. The
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government’s positions in the two cases are inconsistent because
the corporate-diversion theory doesn’'t sinply increase Barrow s
deficiencies, it changes both the nature of the incone and the
conputation of the tax owed by both BACO and Barrow.

W find this case simlar to Warda v. Conm ssioner, 15 F. 3d

533 (6th Gr. 1994), affg. T.C. Menp. 1992-43, in which a
taxpayer argued in a will contest case that she was the owner of
certain real estate and in a later tax case argued that her son
was the owner, in order to claimthat the transfer of real estate
to her son was a tax-free gift. The appeals court determ ned
that the outcome of the earlier case turned on the question of
the property’s ownership--the taxpayer benefiting from being the
owner in the first case--so that her change in theory represented
a “knowi ng assault on the integrity of the judicial system” |d.
at 539 (citation and quotation marks omtted). Although we won't
accuse the IRS of trying to “assault *** the integrity of the
judicial system” it remains true that IRS witnesses hel ped
convict Barrow with the sinple story that he was receiving incone
directly from NCH and CCHS that he didn’t report on his incone
tax returns and are now trying to help the IRS win by testifying
that Barrow was really taking noney fromhis firmthat wasn’'t
owed to himpersonally--a theory that would allow the

Comm ssioner to tax BACO on that income and then tax Barrow again

on what the governnent now calls dividends. W should probably



- 37 -
be flattered that the Comm ssioner thinks us nore intelligent
than the jury, but we hold that such flattery only gets him
est opped here.

We also hold, in the alternative, that noney Barrow earned
fromhis hospital chairman’s fees was not actually a “corporate
di version.” The Comm ssioner argues that all conpensation Barrow
earned fromhis relationship with the hospital should be taxed as
corporate incone because BACO s nonconpete policy allowed BACO to
claimas corporate incone any conpensati on earned by BACO
enpl oyees perform ng conpeting services. The Comm ssioner offers
little explanation for why noney that never reached BACO and to
whi ch BACO never had unfettered access, should nonet hel ess have
been clainmed on BACO s corporate tax return rather than Barrow s
i ndi vi dual return.

The problemw th this argunent is that BACO s nonconpete
policy appears to be, in the words of Captain Barbossa, “nore
what you’'d call guidelines than actual rules.” Pirates of the
Cari bbean: The Curse of the Black Pearl (Walt Di sney Pictures
2003). The trial exhibits show no sign of a witten policy. And
though trial testinony was nore useful in fleshing out the
boundaries of the policy, it still gave us no clear sense of when
BACO s interest in the noney m ght have attached, potentially
|l eaving us adrift in the ocean of contract |law. Further

conplicating this issue is the fact that at |east one court has
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found that a corporate interest in the formof a constructive
trust attaches imedi ately upon a fiduciary’s m sappropriation of

corporate funds. See, e.g., Miurphree v. United States, 867 F.2d

883, 885 (5th CGr. 1989). If Mchigan follows simlar |aw, the
Comm ssi oner woul d have a col orabl e argunent that Barrow s
hospital incone was actually attributable to BACO, if the
governnment can prove that this was a m sappropriation of a
corporate opportunity.

The Comm ssi oner argued none of this, however, and so we
find that the policy sinply affirmed BACO s adherence to the
comon- | aw doctrine of the fiduciary duty of loyalty, as codified
in Mch. Conp. Laws Ann. secs. 450.1541 (West 1973), commonly
known as the M chi gan Busi ness Corporation Act (MBCA). Because
BACO was i ncorporated in Mchigan, we | ook to M chigan common | aw
and the MBCA to determ ne whether a breach of duty occurred and
if so, when BACO s interest in the noney attached. W l|ook to
the laws in place at the time of the behavior in question; in
this instance, the version of the lawin effect from 1977 through
the end of 1989 would control.

Under M chigan common | aw, an officer or director
m sappropriates a corporate opportunity and thereby breaches his
fiduciary duties when

there is presented to a corporate officer or director a

busi ness opportunity which the corporation is

financially able to undertake which is, fromits
nature, in the line of the corporation’ s business and



- 39 -

is of practical advantage to it, and which is one in
whi ch the corporation has an interest or a reasonable
expectancy, and if, by enbracing the opportunity, the
self interest of the officer or director will be
brought into conflict with that of this corporation

* k%

Prod. Finishing Corp. v. Shields,405 NW2d 171, 174 (Mch. C

App. 1987) (citations and quotation nmarks omtted). |In cases of
such a breach, “all profits made and advant age gai ned by the
agent in the execution of the agency belong to the principal.”
Mechem 1 Mechem on Agency (2d Ed.), sec. 1224 (cited in Prod.
Fi ni shing, 158 M ch. App. at 486).

For all periods before Septenber 1987, when Barrow becane a
full-time manager, it is not clear that Barrow s hospital incone
was “in the line of the corporation’s business” or that BACO had
“an interest or a reasonabl e expectancy” in the incone. During
that time Barrow served only as director and chairman of the
hospital. W think it illogical to assune that an accounting
firmwould want or benefit froma position as director or
chairman of a troubled hospital; we therefore find these
activities to be nere civic activities for Barrow.

Qur reasoning is different for the period from Septenber 17,
1987 through March 31, 1989, a tine during which Barrow provided
accounting services and BACO staff to help the hospital’s billing
and accounting departnents. Barrow admts that during this tinme
i ncone he earned fromthe hospital should have been turned over

to BACO Therefore, the only tinme in which BACO nmay have had an
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interest in Barrow s incone woul d be Septenber 17, 1987, through
March 31, 1989. But we find it unnecessary to reach the question
of whether Barrow actually breached a fiduciary duty during that
time, because even if Barrow breached his fiduciary duty by

m sappropriating the hospital incone, under M chigan | aw BACO
shoul d have filed suit against Barrow to recover the alleged
interest in the m sappropriation “wthin 3 years after the cause
of action has accrued, or within 2 years after the tinme when the
cause of action [was] discovered.” Mch. Conp. Laws Ann. sec.
450. 1541(2) (West 1989). Therefore, even if Barrow did breach his
fiduciary duty and viol ate the nonconpete policy, BACO never
actually filed suit, either wwthin the following 3 years or
within 2 years after his crimnal conviction in which his alleged
m sappropriation was reveal ed. Such a suit was never brought,
and the noney remai ned with Barrow under an undi sputed cl ai m of
right. Therefore, we find that Barrow correctly put this noney
on his 1040 rather than on the BACO corporate return

C. Fr audul ent | nt ent

The Comm ssioner nust prove fraud separately for Barrow s
1984 and 1986 tax years, and for BACO s 1988 and 1989 tax years.

See Tenple v. Conmi ssioner, T.C Menp. 2000-337, affd. 62 Fed.

Appx. 605 (6th Cir. 2003). The Comm ssioner nay use
circunstantial evidence to neet his burden--this includes using

Barrow s entire course of conduct during the tax years at issue.
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Parks, 94 T.C. at 664. But we won't find fraud where the
circunstances nerely lead to a suspicion of fraud. 1d. To show
fraud by circunstantial evidence, the Conm ssioner may point to
what we have identified as “badges of fraud”--factors which tend
to show the required intent to evade tax. These include these

badges which the Conm ssioner argues apply to this case:

. Pattern of consistent underreporting of
incone, Mller v. Conmm ssioner, T.C Meno.
1989- 461,

. Fail ure to keep adequate books and records,

Ri chardson v. Conmi ssioner, 509 F.3d 736, 743
(6th Gr. 2007), affg. T.C Meno. 2006-69;
Bradf ord v. Conmi ssioner, 796 F.2d 303, 308
(9th Cr. 1986), affg. T.C. Meno. 1984-601;

. Di verting corporate assets for personal use,
Sol onon v. Conmi ssioner, 732 F.2d 1459, 1462
(6th Cr. 1984), affg. T.C Menop. 1982-603;

. Educati on and busi ness know edge of the
t axpayer, Solonon, 732 F.2d at id. 1461;

. Prior tax-related convictions, Wight, 84 T.C
at 643-44;: and

. D shonest dealings with others, Sol onon, 732
F.2d at 1462.

As we noted in discussing the effects of Barrow s conviction, the
Comm ssi oner doesn’t have to prove the exact anobunt of the

under paynent resulting fromthe fraud, only that fraud
contributed to a portion of the underpaynent. See Mller v.

Comm ssioner, T.C Meno. 1989-461. No single factor is

necessarily sufficient to establish fraud by itself, but a

conbi nation of factors may be persuasive. Ferguson v.
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Commi ssioner, T.C. Meno. 2004-90. W address each of the

Comm ssioner’s argunents in favor of finding fraud.

1. Consi stent Pattern of Understating | ncone

The Comm ssioner clains that Barrow -and consequently BACO -
engaged in a consistent pattern of understating inconme, and that
this habit is an indicator of fraud. There are two categories of
BACO i ncone that the Comm ssioner believes the conpany excl uded
which relate to adjustnents nmade to Barrow s individual incone.

The first category includes all checks payable to BACO but
deposited into Barrow s personal account. Barrow s response is
that they represent repaynment of |oans he made to BACO The
Comm ssi oner says that, despite the repaynent theory, it remains
i nconme to BACO because the payor’s intent was to pay BACO  But
no one di sagrees: The Conmm ssioner admts that, after a thorough
exam nation of the avail able records, BACO reported all but one
of the checks in this category as incone on its books. Only the
$8, 352 check from Ernst & Whinney was not included. The
Comm ssi oner does claimthat the noney Barrow deposited in his
personal checking account as | oan repaynents should be inconme to
Barrow because there were no witten |oan agreenents in place
bet ween Barrow and his conpany. Although no witten | oan
agreenent exi sted between Barrow and BACO Cynt hi a Nobl es,

Wl liam Al dridge, and even |IRS agent Stephen Wernert al

testified that they knew Barrow nade | oans to BACO  Because
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there were never any witten | oan docunents and Barrow nai nt ai ned
authority over BACO s general |edger, the Conmm ssioner argues
that it’s possible that Barrow was sinply | ending BACOits own
funds and that Ms. Nobles couldn’t have known the actual source
of funds for the loans.® But this is sheer specul ation. Based
on credible testinony at trial, we find that Barrow nade | oans to
his own business fromhis own funds during hard tinmes. But, even
so, the Comm ssioner says, Barrow should have posted | oan
repaynents to BACO s general register and issued a check as
repaynent of the debt. This may have been better business
practice, but its absence is not a plausible marker of fraudul ent
intent in this case. Gven Barrow s hectic schedul e during those
years and the fact that BACO was cl osely owned, there is no way
we can find he had fraudul ent intent when he deposited funds
directly into his own account after recording the funds as incone
on the BACO | edger

The second category of purported BACO i ncome consists of the
checks paid to Barrow from NCH and its affiliates for board of
directors’ and chairman’s fees. The Comm ssioner points to
BACO s policy that all inconme earned by its officers and
enpl oyees fromclients for services the firmalso offered was

incone to BACO But we’ve already found the Comm ssioner’s

1 W nust note that the Conm ssioner includes inputed
interest income resulting fromthese contested loans in the
noti ce of deficiency.
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position on corporate diversion is judicially estopped, and in
the alternative, that he cannot now enforce BACO s nonconpete
policy to recategorize the incone wthout show ng that BACO
itself successfully sought to recover it.

The Conm ssioner also clains two additional types of
underreporting by Barrow individually. One involves unreported
wages from BACO, and another conmes fromC S. The Comm ssi oner
used the bank-deposits nethod--a nethod | ong approved by our

Court, see Estate of Mason v. Conmi ssioner, 64 T.C. 651, 656

(1975), affd. 566 F.2d 2 (6th Cr. 1977)--to reconstruct what he
believes to be CIS s true incone. “The bank deposits nethod
assunes that all noney deposited in a taxpayer’s bank account
during a given period constitutes taxable incone.” D Leo v.

Conm ssioner, 96 T.C. at 868. Barrow argues that the

Comm ssi oner uses a different nmethod of accounting than he did to
construct his CIS income making it is inpossible for himto
determ ne where his own errors may lie. But Barrow is confusing
met hod of accounting with nmethod of proof. The Code requires the
Comm ssioner to use a taxpayer’s nmethod of accounting (i.e. cash
or accrual) as long as it clearly reflects incone. Sec. 446(a).
But the Conmm ssioner can use a variety of nethods, including the
bank- deposits nmethod, to prove that Barrow underreported his

incone. Holland v. United States, 348 U. S. 121, 130-132 (1954);

&i chman v. Commi ssioner, T.C Mno. 1987-489.
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Barrow agrees that he understated his incone for severa
years, but he also clains that the understatenents were much
smal | er than the Comm ssioner alleges and due to unintentional
errors. Because of the inportance of this issue, we wll analyze
each year that is not subject to collateral estoppel individually
to determ ne what portion of the understatenents Barrow can
credi bly defend. But we are aware he need not prove errors in
the deficiency determ nations thenselves. As we have previously
expl ained, we will not “bootstrap a finding of fraud upon a
taxpayer’s failure to prove [the Conm ssioner’s] deficiency
determ nations erroneous.” Parks, 94 T.C. at 661. Barrow only
needs to prove by a preponderance of the evidence that he | acked
fraudulent intent to renove this as a badge of fraud.

a. 1984

The follow ng chart summari zes changes the Conm ssi oner nmade

to Barrow s individual adjusted gross inconme (AG) during the

audit for 1984, and reflects the changes that Barrow concedes:
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Change to Barrow s AGQ 1984 per IRS 1984 per Barrow
BACO di vi dends $7,694. 07 ---
NCH board fees --- $785
CCHS board fees --- 3, 536
Cl'S schedule C receipts 23,627. 43 23,627. 43
BACO sal ary 76, 015. 84 76, 015. 84
Tot al under st at enent 107, 337. 34 103, 964. 27

Al t hough he admts an understated anmount simlar to the one
cal cul ated by the Comm ssioner, Barrow contends he didn’t commt
fraud with regard to any portion of it in 1984. He clains the
amounts the Comm ssioner cal cul ates as BACO di vi dends were
actually | oan repaynents.

As for the m ssing NCH board fees, he argues that the
original NCH Form 1099 reported fees of only $3,373.07. After
revi ewi ng paynment records, Barrow now concedes he shoul d ve
reported $785 nore but says his was an honest m stake caused by
his using the nunber reflected on the original Form 1099. He
al so now concedes that his CCHS fees began in Decenber 1984, but
he says he didn't receive a Form 1099 from CCHS for that first
paynment, and as a result he unintentionally failed to include
those fees on his 1984 return. He also admts that he
underreported the CIS receipts but says that it is a result of
errors nmade by Nobl es when she prepared the C' S books. These

errors included deposits omtted fromthe CI' S | edger.
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Finally, Barrow agrees that he underreported his BACO
sal ary, but he says this was because he m stakenly used his 1985
W2 instead of the 1984 W2. He explains that he kept a separate
fol der for each tax year and that sonmehow the 1985 W2 got into
the 1984 folder. This |led Nobles to use the 1985 figure when
preparing the | edger Barrow | ater used to prepare his taxes.

Barrow s assertion that he received an incorrect Form 1099
fromCCHS in 1984 is credible. W’ve recounted the chronic
di sorgani zation at the hospital already--a problemthat |ater |ed
BACO to step in and start helping in 1987. |It’'s reasonable that
Barrow uni ntentionally made m stakes reporting his CCHS board
fees because of the hospital’s disorganization and Barrow s own
preoccupation with the mayoral race during those years.

We are al so convinced that Nobles nmade significant m stakes
and that Barrow unintentionally m ssed many of them Nobles
testified that Barrow was her supervisor and generally the person
reviewi ng her work. Donna West, a principal who started at BACO
in 1988, testified that she had the opportunity to review sone of
Nobl es’ s work and thought Nobles sonetines didn't pay enough
attention to detail. The Conm ssioner argues that Barrow “turned
a blind eye” to Nobles’s mstakes. It’s true that Barrow
probably shoul d have taken steps, such as hiring a tax
accountant, to ensure proper reporting. But “turning a blind

eye” indicates negligence, and “[f]raud ‘does not include
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negl i gence, carel essness, m sunderstandi ng or unintentional

under st at ement of incone.’” Zhadanov v. Conm ssioner, T.C. Meno.

2002- 104 (citation and quotation marks omtted). Al so, Nobles
wor ked closely with Barrow and credibly testified that he never
asked her to do anything inproper or that she felt she shouldn’'t
do. W will not use the underpaynent in 1984 as a badge of
f raud.
b. 1986

The follow ng chart reflects income changes made during the

RS audit for 1986 that anmounts to understated incone and

Barrow s response:

Change to Barrow s AGQ 1986 per IRS 1986 per Barrow
BACO di vi dends $66, 607. 58 ---
Cl'S schedule C receipts 24, 399. 47 24, 399. 47
BACO capi tal gains 1, 450 ---
Tot al under st at enent 92, 457. 05 24, 399. 47

Barrow says he didn't conmt fraud with regard to any
portion of his underreported inconme in 1986. He clains the IRS s
di vi dends and capital gains calculation inproperly includes board
fees that he already included on his Form 1040 because they were
not earned in violation of BACOs policy. It also includes
repaynent to Barrow of BACO | oans.

He accounts for the additional C'S inconme by explaining that

the IRS included in CIS s 1986 i nconme two deposits nmade in
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January 1987. Because they were made in the follow ng year,

Nobl es didn’t record themas 1986 i nconme. He concedes that these
paynments are inconme in 1986, but he argues that this was an
honest m stake, not due to fraud.

W’ ve already di sm ssed the Conm ssioner’s argunents
regardi ng corporate diversion and determ ned that Barrow s | oan
repaynments weren’t fraudulent. For reasons simlar to those
di scussed earlier, we believe Nobles made m stakes and that
Barrow s expl anation of those m stakes for 1986 are credible. W
thus won’t credit the underpaynment from 1986 as circunstanti al
evi dence of Barrow s fraudul ent intent.

We do find that there was a pattern of underreporting
because Barrow failed to report sone taxable personal incone to
the RS each year from 1984 until 1988. For the several reasons
provided in this section, however, we do not find this pattern of
underreporting to be a badge of fraud.

C. BACO s 1988 and 1989 | ncone

The Comm ssioner clains that Barrow understated BACO s

ncone by not including the follow ng itens:

BACO s Unreported | nconme

Year NCH CCHS NCC- W NCC- E Ernst &
Wi nney

1988 $63, 955. 66 $64, 811. 55 --- ---
1989 63, 513. 66 54, 563. 80 $4, 500 9, 000 8, 352
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W’ ve already found that the fees paid to Barrow relating to
NCH and its affiliates do not belong to BACO but Barrow
individually. This elimnates all of the income the Conm ssioner
claims BACO failed to report for these two years except the Ernst
& Whi nney check. Barrow concedes that he should ve included this
check in BACO s 1989 incone, but he says Nobles m stakenly
omtted it fromthe general |edger. W believe him and though
the om ssion of this check fromthe general |edger was m staken,
and m ght be negligent, we find its om ssion was not fraud.?

2. Fai lure To Keep Adequate Books and Records

The Comm ssioner contends that the books for BACO were so
poorly maintained that he was unable to reconcil e the expenses
reported on BACO s tax return to BACO s general |edger. He also
repeats his argunent that the general |edger omtted |arge
anounts of gross incone, including hospital chairman’s fees paid
to Barrow for accounting services. The Comm ssioner again points
out that BACO failed to include in gross revenues a check for

$8, 352 from Ernst & Whinney in 1989. Barrow again admits that he

7 The elimnation of the hospital fees from BACO s incone
al so neans that BACO |ikely didn’t understate its incone for
these two years either. The Conmm ssioner |ooked back to tax
years 1983-87 to recal cul ate BACO s net operating | oss avail able
for 1988 and 1989. While he is able to use this nethod of
recal cul ation, see Hill v. Conmm ssioner, 95 T.C 437, 441 (1990),
he shoul dn’t have included the hospital fees in BACO s incone for
pur poses of the recalculation in those years either. Because he
did so, he also inproperly reduced the net operating |oss
carryforward avail able for 1988 and 1989.
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shoul d’ ve reported this check on BACO s return instead of his
own. But Barrow al so says that this was a m stake, one of many
smal | oversights that the IRS is adding together to portray
i ntentional m sconduct. And because we aren’t considering BACO s
returns at all for this exam nation of fraud, many of the
Comm ssioner’s argunents fall outside of our anal ysis.

The Conmm ssioner al so takes issue with Barrow s
recordkeeping for itenms relating to his personal inconme tax. To
support this argunent he refers us generally to the record, and
says that often Barrow s wages, dividends, and corporate
di stributions were not accounted for in his personal checkbook.
But we’ve already detailed Barrow s credi bl e response--he
m st akenly used the wong W2, relied on an incorrect Form 1099,
and recei ved nont axabl e | oan repaynents from BACO. And we’ ve
di sm ssed the Conm ssioner’s corporate-diversion theory, so the
hospital fees were properly counted as his personal incone.

The Comm ssioner also argues that Barrow s CI'S checkbook
failed to reconcile with his Schedule C gross receipts. After
conpl eting a bank-deposits anal ysis, the Conm ssioner clains he
di scovered that gross bank deposits exceeded gross receipts.
Barrow admts problenms with his CIS | edger, but nainly attributes
these m stakes to errors nmade by Nobles. Again, we believe
Barrow was negligent in his reliance on Nobles, but we found that

he didn’t intentionally doctor the CI'S books to hide incone.
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Al t hough Barrow may have been careless with his bookkeepi ng,
there is no evidence that he attenpted to conceal assets or
wi thheld information fromthe IRS during the audit. |In fact, we
find that Barrow cooperated with the IRS audit at all tines. See

Kenp v. Conmi ssioner, T.C. Mnp. 2004-153; MGowan V.

Comm ssioner, T.C Meno. 2004-146 affd. 187 Fed. Appx. 915 (11th

Cr. 2006). Barrow credibly testified that when I RS Agent Bulik
went to the BACO offices for information, he “went to the files
and gave himeverything that was in the file,” even copies of
draft agreenents never put into place. |RS Agent Bulik was asked
at trial about the condition of Barrow s business records, and
his response was that “[t]hey were easy to follow * * * [t]hey
were in order.” Barrow s cooperation and Bulik’s testinony about
hi s organi zati on cut against any inference of fraud we m ght

ot herwi se draw from m stakes in his bookkeepi ng.

3. Di verting Corporate Assets for Personal Use

The Comm ssi oner argues that Barrow diverted BACO funds for
his own use, and that this is evidence of fraud. But we’ ve
al ready determ ned that the Comm ssioner cannot pursue this
theory. The Comm ssioner also points out that Barrow tried to
conceal the receipt of NCH checks into his personal account by
st anpi ng BACO s endorsenent onto the cancel ed checks. Wile we

agree that this behavior was deceptive, we find that it was
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intended to deceive Barrow s journalistic inquisitors, not the
| RS.

4. Barrow s Educati on and Busi ness Know edge

The Comm ssi oner portrays Barrow as soneone sophisticated in
tax matters. W agree that Barrow was highly educated and
experienced in accounting and finance. But Barrow maintains that
his specialty was in auditing and financial reporting, and that a
CPA is not necessarily an expert in every area in which he has a
license to practice. He even suggests that if he had a deeper
knowl edge of tax law, he wouldn’t have permtted hinself to be
convicted on the basis of explainable transactions in the
crimnal trial. Barrow was an entrepreneur and buddi ng
politician, mainly focused on the nontax activities of saving a
struggling hospital and expanding his reputation as a civic
| eader in Detroit. And even in cases that involve attorneys or
accountants with a proven know edge of tax |law, we have not found
fraud where the specific intent to evade tax didn't exist. See,

e.g., Dajos v. Comm ssioner, T.C Meno. 1986-330.

5. Pri or Tax-Rel ated Convi cti ons

A crimnal court convicted Barrow for tax evasion and
willfully filing false individual tax returns for 1985, 1987, and
1988, and for doing the sane with respect to BACO s corporate tax
returns in fiscal years 1988 and 1989. The Comm ssi oner contends

t hat, al though not dispositive, these convictions are evidence of
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fraudul ent intent in other years. Barrow argues that his
convictions were wongly decided, but since we don’t have the
power to overturn them we nmust take them at face value. W
agree that this factor wei ghs agai nst Barrow

6. Di shonest Dealings Wth Ghers

The Conmm ssioner clains that Barrow engaged in a pattern of
deceptive conduct that reflects his fraudulent intent. The
Comm ssi oner argues the follow ng behavi or supports his claim
First, the Comm ssioner says Barrow nade fal se statenents to
procure |loans. Barrow submtted unfiled tax returns to financi al
conpani es showi ng nore inconme than reported to the IRS in order
to obtain bank loans. And a jury did convict himfor nmaking
fal se statenents in connection wth a bank | oan application and
for bank fraud. See 18 U S.C secs. 1014, 1344 (2006).

Second, the Conmm ssioner says Barrow nade fal se statenents
t o busi ness associates. The Conm ssioner clains Barrow conceal ed
his ownership of CIS fromhis coll eagues on the board of NCH
Barrow credibly testified that although he may not have
specifically disclosed CIS to be his personal Schedule C
busi ness, he infornmed both NCH and the bankruptcy court that C S
was affiliated with BACO W find that Barrow honestly thought
t his somewhat anal ogous di scl osure was enough.

The Conmm ssioner also clainms Barrow hid the sanme information

fromthe Bankruptcy court while serving as trustee of Sal em
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Mort gage, causing the court to approve a contract between Sal em
Mortgage and CI S.*® The application instead says that BACO owned
a mnority interest in CS. Athough this information isn’t
accurate, it is consistent with Barrow s explanation that he
considered CIS to be part of the BACO business plan. W find
that this half-hearted disclosure doesn’t indicate that Barrow
had a pattern of dishonest dealings.

The Conmm ssi oner next argues that Barrow engaged in self-
deal i ng by approving NCH s bills payable to BACO while requiring
his consent to pay other vendors in hard financial tinmes. Barrow
clains that while NCH had cashfl ow probl ens, he extended the
paynment due dates of many of NCH s creditors. And we al ready
have di scussed how Barrow waited to cash sonme of the chairman’s
fee checks until NCH had cash in the bank to actually pay those
obligations. In this light, and with know edge that BACO was
al ready reducing its normal rates for BACO enpl oyees wor ki ng at
NCH, we find no evil intent or malicious purpose behind Barrow s
dealings with the hospital

Finally, the Conm ssioner points out that Barrow nmade fal se
statenents whil e canpaigning. The Conm ssioner cites, and Barrow
admts to, lying to the nmedia during Barrow s canpaign by telling

one reporter that NCH wasn’t paying himfor his work on the board

18 Sal em Mort gage was one of BACO s clients. \Wen it
slipped into bankruptcy, Barrow becane its court-appointed
trust ee.
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and with the hospital affiliates. Barrow admts that he wasn’'t

al ways forthright with the nedia during his canpaigns in 1988 and
1989, but again we attribute this nore to fear of candor’s effect
on his political career than proof of an intent to defraud the

| RS.

Despite Barrow s many m stakes, we find that the
Comm ssi oner offers no clear and convincing proof that Barrow
possessed the specific intent to evade a tax that he believed he
owed for 1984 or 1986, or that BACO owed for 1988 or 1989. W
therefore find, not just that the Comm ssioner has failed to show
by clear and convincing evidence that Barrow filed his 1984 and
1986 tax returns, and BACO s 1988 and 1989 tax returns, with
fraudul ent intent, but that Barrow had no fraudulent intent with
regard to any portion of his 1984 and 1986 underpaynents, or
BACO s 1988 and 1989 underpaynents. W therefore hold that the
statute of limtations inposed by section 6501(a) precludes the
Commi ssioner from assessing the deficiencies and additions to tax
that m ght otherw se be due for those years.

1. Determ nation of Barrow s 1985, 1987, and 1988 Tax Liability

Qur task for the years in which Barrowis collaterally
estopped fromdenying fraud is to redeterm ne the anmount of
Barrow s deficiency. As a general rule, we presune that the
Comm ssioner’s determ nations in a notice of deficiency are

correct, and Barrow bears the burden of proving those
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determ nations wong. See Rule 142(a)(1); Welch v. Helvering,

290 U.S. 111, 115 (1933).

We begin by discussing the categories of incone in dispute
for all three years. First, as we have already found, the
Commi ssioner is judicially estopped from pursuing his corporate-
di version theory here. Therefore, all of the NCH and CCHS fees
are incone to Barrow directly. Barrow clains that he would
sonetinmes refrain fromcashing the hospital’s checks when they
were issued because he knew the hospital didn't have the noney to
pay him Sonme of the checks the hospital issued near the end of
a cal endar year were held over until the next year because of
this. Barrow reported those checks in the year he cashed them
because he believed the hospital’s |ack of cash on hand was a
restriction on his ability to get paid. W agree wth Barrow
We have held that when a payee knows there are insufficient funds
and that know edge causes himto refrain fromcashing a check
the paynent is inconme to himin the later year rather than the

earlier. Bl uneyer v. Comm ssioner, T.C. Menp. 1992-647

(di scussi ng know edge of insufficient funds as an exception to
the rel ation back doctrine). To the extent Barrow reported fees
in a year subsequent to the check’s issue date because of
insufficient funds, we find himtaxable in the |later year.
Second, we find that all of the checks nmade payable to BACO

that Barrow deposited into his account as |oan repaynents are
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nei ther capital gains nor ordinary inconme taxable to Barrow. See

Theodore v. Conm ssioner, 38 T.C 1011, 1040-41 (1962). The

Comm ssioner admts that all of the checks were recorded in the
BACO | edger and al t hough Barrow shoul d’ ve deposited theminto a
BACO account and then issued a check for | oan repaynent, we find
that this m stake doesn’t change the character of this incone.

A. | ssues for 1985

After resolution of the corporate-diversion and | oan-
repaynent issues above, there remain only these challenged itens

fromhis 1985 tax return

D sputed 1985 Adj ustnents
ltem Per I RS Per Barrow
Schedul e C Depreciation $11, 777. 36 $8, 877. 36
Schedul e C Receipts - C'S 1, 000 --

Barrow cl ai ned $2900 Schedul e C depreciation for his 1977
Cessna airplane in 1985, which the Comm ssioner denied. He and
Barr ow now argue over substantiation and whet her Barrow used the
pl ane for business, rather than personal, reasons. Barrow says
that he provided trip and engi ne | ogbooks, as well as tine slips
and ot her substantiation of the plane expenses, to Agent BuliKk.
Initially, Bulik testified that Barrow showed hi m sone records
relating to his airplane, but that Barrow wouldn't |et himtake
t hem or nmake copies. Later on, Bulik recalled that during the

audit he used copies of docunents show ng the use of the plane,
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records of places traveled, and an engine |log to deny the
expenses. Barrow clains the Conm ssioner |ost the material he
handed over for substantiation, and argues that he's entitled to
an inference that if the records were available, they would favor
him He also asks us to apply the Cohan rule and estimate the

anount of the expenses. See Cohan v. Conm ssioner, 39 F.2d

540(2d Cir. 1930).
It is arote statenent for this Court to declare that the
t axpayer bears the burden of proving a clained deduction.

| NDOPCO, Inc. v. Conm ssioner, 503 U S. 79, 84 (1992). The

t axpayer nust maintain records sufficient to substantiate such
anpunts. Sec. 6001; sec. 1.6001-1(a), Incone Tax Regs. But when
t he taxpayer is unable to neet this burden because the IRS | oses
his records, we may estimate the all owabl e amount. The winkle
here is that section 274(d) expressly overrul ed Cohan for certain
t ypes of business deductions (including travel) by inposing

strict substantiation requirenents. See Sanford v. Conm Sssioner,

50 T.C. 823, 827 (1968), affd. per curiam412 F.2d 201 (2d Cr
1969). Barrow appears to have provided docunentation--the

| ogbook--that would have conplied with section 274(d), but it was
lost by the IRS and there are no backup copi es avail abl e.

Section 1.274-5A(c)(5), Inconme Tax Regs., exenpts a taxpayer from
these strict requirenents when there is a | oss of records beyond

his control. That’'s what happened here. Faced with such
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difficulties, we believe Barrow s and Nobles’'s testinony that the
| ogbook verifies that deductions taken in conjunction with the
pl ane were for business use, and characterize as a credible
substantiation their testinony that the | ogbook would al so have
verified their amount. W therefore sustain the anounts clai ned
by Barrow on his returns.

Barrow al so contests the Conm ssioner’s upward adjustnent of
ClS s income by $1,000. Barrow says he is unable to determ ne
whi ch deposit contains an error and account for the difference
because the IRS swtched fromthe “bank deposits nethod of
accounting” to the “taxable checks” nmethod in order to nake this
adjustnent, and in any case didn’t reconcile their nmethod of
accounting with the cash nethod that he used for CIS in the sane
year. W’ ve already pointed out that the Comm ssioner may use a
variety of methods of proof to uncover a taxpayer’s unreported
income. And Barrow s conplaint about this isn’'t enough to neet
his burden to refute the Conm ssioner’s determ nation, so we find
that he is liable for the $1,000 difference.

There are two additional 1985 conputations that Barrow
di sputes--the addition of self-enploynent tax and the AM.

Barrow admts that he failed to include the self-enploynent tax
cal cul ation when he filed his 1985 tax return, and that he was
liable for the tax. Since both itens are conputational, they

will be recal cul ated under Rul e 155. But Barrow al so seens to
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di spute whether these itens can be counted as part of the 1985
deficiency for purposes of the fraud penalty if all of the
i nformation needed to cal cul ate them was avail able on his
original return as filed. W think this issue is directly
related to the conmputation of the fraud penalty, and we address
it bel ow

B. | ssues for 1987

Barrow concedes that his 1987 CI'S i nconme shoul d i ncrease by
$11, 279 because he is now unable to find his | edger for that
year, and agrees with other adjustnents nmade by the Comm ssioner.
We have found agai nst the Comm ssioner on the issue of whether
Barrow was receiving corporate distributions rather than
repaynents of |loans. There remain only these challenged itens

fromhis 1987 tax return

Di sputed 1987 Adjustnents
ltem Per I RS Per Barrow
Sch C Depreci ation $8, 803. 49 $5, 903. 49
Sch C Expenses 13, 799 10, 237. 28
Cost of Sales 6, 500 ---
| nputed I nterest | nconme 3, 693. 03 ---
Passive Partnership /1120S 5, 658. 75 ---

Barrow cl ai ned Schedul e C depreci ati on and expenses for his
car, boat, and plane in 1987. The Conm ssioner denied all of the
expenses and Barrow now contests only those related to his

airplane -- $2900 for depreciation, and $3561. 72 for other
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expenses. He nmakes the sanme argunent that he did for his 1985
ai rpl ane expenses, we agree w th him again.

Barrow provides a recalculation of his tax liability for
1987 in a sinple chart. As part of this effort, he determ nes
that there should be no adjustnment for cost of sales, inputed
interest income, or passive partnership incone. The notice of
deficiency explains that the cost of goods sold was reduced by
$6500 because Barrow didn’t establish that the anount was paid or
incurred during 1987 or that the expense was ordi nary and
necessary. The notice of deficiency also determ nes that “since
[ Barrow] nmade | oans to [BACO at bel ow market interest rates,
interest income is inmputed to [hin] for 1987 and 1988."1°
Finally, the passive partnership adjustment stenms froma
determ nation that the | osses from Hanbrose Leasing, an entity on
Barrow s return not otherwi se involved in this case, are subject
to at-risk limtations and passive-loss limtations for 1987 and
1988. Barrow fails to explain why he disputes these itens.
Therefore, he doesn’t neet his burden to show that the notice of
deficiency is wong, and so we cannot relieve himof liability
for these itens.

C. | ssues for 1988

19 Although this adjustnent is inconsistent with the
Comm ssioner’s theory in this case, it is consistent with our
findings that Barrow did in fact make | oans to BACO
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There remain only these challenged itens fromhis 1988 tax

return:

D sputed 1988 Adj ustnents

ltem Per I RS Per Barrow
| nterest | ncone $(1,692) -
| tem zed Deducti ons 6, 097. 55 $4, 750
Sch C Expenses 2,751 844
| nputed I nterest | nconme 2,728.52 ---
Loss on Sal e of Asset 9, 040 .-

The Comm ssi oner denied Barrow s Schedul e C airpl ane

expenses of $1, 906. 45.

1985 and 1987, and we reach the sane result.

He nakes the sane argunent that he did in

Barrow al so contests the adjustnents to his interest incone,

item zed deducti ons,

asset.

I mput ed-i nterest

i ncone, and | oss on sal e of

The Comm ssioner clains that Barrow recei ved $1, 692 | ess

in interest than reported, and we are unsure why Barrow di sputes

t hi s adj ust nent.

on this.

The Comm ssi oner

$6, 097. 55.

In any event, we will sustain the Comm ssioner

Based on the notice of deficiency,

reduces Barrow s item zed deductions by

it appears as

t hough Barrow agrees only with the reduction in his charitable

contributions to the extent of $4,750.
argunment with regard to any other of these changes,

he doesn’t neet his burden of proof.

i mput ed interest

Si nce Barrow nmakes no

we find that

The Comm ssioner al so adds

i ncone, which we uphold for the sane reasons we
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did for the simlar 1987 adjustnment. Finally, the Comm ssioner
denies Barrow a | oss on the sale of an asset because Barrow
failed to prove it was a | oss he sustained. Barrow nmakes no
addi tional showi ng here, so we nust al so uphold the
Commi ssioner’s adjustnent of this item

l[11. Fraud Penalty

We’ve held that Barrow is collaterally estopped from denying
fraud for 1985, 1987, and 1988 for purposes of forner section
6653(b). This makes for an interesting question: to what extent
can we determ ne the portion of the deficiency subject to this
penalty for these years?

In 1985, section 6653(b) read as foll ows:

SEC 6653(b). Fraud --

(1) 1In general.--If any part of any
under paynment (as defined in subsection
(c))of tax required to be shown on a
return is due to fraud, there shal

be added to the tax an amount equal

to 50 percent of the underpaynent.

(2) Additional anmount for portion
attributable to fraud.--There shall be
added to the tax (in addition to the
anount determ ned under paragraph (1))
an amount equal to 50 percent of the

i nterest payabl e under section 6601--

(A) with respect to the portion of
t he under paynment described in

par agraph(1) which is attributable
to fraud, and

(B) for the period beginning on
the | ast day prescribed by |law for
paynment of such under paynent
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(determ ning without regard to any
ext ensi on)and ending on the date of
t he assessnent of the tax (or, if
earlier, the date of the paynent of
t he tax).
The 1985 statute | eaves no roomto determ ne that sone part of
the deficiency was not due to fraud.
We al so nmust address the issue of the conputational
adj ustnments nmade to Barrow s 1985 tax liability for the AMI and
sel f-enpl oynent tax. The Conm ssioner wll recalculate Barrow s
1985 tax liability after we file this opinion and adjust the AMI
and sel f-enpl oynent tax cal cul ati ons based on our findings, so we
need not settle disputes over the correct anobunts of those
cal cul ati ons now. But because we are bound by the 1985 version
of section 6653(b) to apply the fraud penalty to the entire
under paynent for that year, the question arises: Does the fraud
penalty also attach to adjustnents that are purely conputational
in nature?
We begin with the | anguage of the Code:
SEC. 6653 (c). Definition of Underpaynent. --
For purposes of the section,the term
“under paynent” neans- -
(1) Inconme, estate, gift, and certain
excise taxes.--1n the case of a tax to
whi ch section 6211 (relating to incone,
estate, gift, and certain excise taxes)
is applicable, a deficiency as defined
in that section (except that, for this
pur pose, the tax shown on a return

referred to in section 6211(a) (1) (A
shal |l be taken into account only if such
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n was filed on or before the |ast
prescribed for the filing of such
n, determned with regard to any

extension of time for such filing)***

* * * * * * *

This tells us that an underpaynment for purposes of section

6653(b) equals the deficiency as defined in section 6211. And

section 6211 provided:

SEC. 6211(

a). In Ceneral.--For purposes of

this title in the case of incone, estate, and
gift taxes inposed by subtitles A and B and
exci se taxes inposed by chapters 41, 42, 43,
44, and 45 the term “deficiency” neans the

anount by

whi ch the tax inposed by subtitle A

or B, or chapter 41, 42, 43, 44, or 45
exceeds the excess of --

(1)

(2)

t he sum of

(A) the amount shown as the tax by
t he taxpayer upon his return, if a
return was made by the taxpayer and
an anmount was shown as the tax by

t he taxpayer thereon, plus

(B) the amounts previously
assessed (or collected wthout
assessnent) as a deficiency, over--

t he ampbunt of rebates, as defined

i n subsection (b)(2), made.

Because t he Conmi ssi

in the notice of def

oner included the AMI and sel f-enpl oynent tax

iciency, we find that if they still exist

after the conputations called for by Rule 155, they are part of

t he under paynment for

pur poses of the fraud penalty in 1985.

In 1987, the Code provided:

SEC. 6653(

b). Fraud. --
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(1) 1In general.--If any part of any
under paynent (as defined in subsection
(c)) of tax required to be shown on a
return is due to fraud, there shall be
added to the tax an anount equal to the
sum of - -

(A) 75 percent of the portion of
t he under paynent which is
attributable to fraud, and

(B) an amobunt equal to 50 percent
of the interest payabl e under
section 6601 wth respect to such
portion for the period begi nning on
the | ast day prescribed by |law for
paynment of such under paynent
(determ ned without regard to any
extensi on) and ending on the date
of the assessnent of the tax or, if
earlier, the date of the paynent of
t he tax.

(2) Determnation of portion
attributable to Fraud.--1f the Secretary
establishes that any portion of an

under paynent is attributable to fraud,
the entire underpaynent shall be treated
as attributable to fraud, except with
respect to any portion of the

under paynent whi ch the taxpayer
establishes is not attributable to
fraud.

(Enmphasi s added). The 1987 statute may | eave roomfor a
determ nation of which part of the underpaynent is due to fraud.
In 1988, the statute read as foll ows:
SEC. 6653(b). Fraud.--
(1) 1In general.--If any part of any

under paynent (as defined in subsection
(c)) of tax required to be shown on a
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return is due to fraud, there shall be
added to the tax an anmobunt equal to 75
percent of the portion of the

under paynment which is attributable to
fraud.

(2) Determnation of Portion
Attributable to Fraud.--If the Secretary
establishes that any portion of an

under paynent is attributable to fraud,
the entire underpaynent shall be treated
as attributable to fraud, except with
respect to any portion of the

under paynent whi ch the taxpayer
establishes is not attributable to
fraud.

(Enmphasis added). As with 1987's, the 1988 fraud section al so
allows a nore precise determ nation of the anmount of the

under paynment due to fraud. The question renmains: can we
determ ne that there is no deficiency due to fraud for 1987 and
1988 in the |ight of our application of collateral estoppel in
this case?

We find the answer in our opinion in Franklin v.

Conmi ssioner, T.C. Menp. 1993-184. In that case, we found that

whi | e the Conm ssioner had proven that the taxpayer had underpaid
his taxes, and that he had underpaid wth fraudul ent intent,

nei ther the taxpayer nor the Conm ssioner provided evidence of

t he specific amount of that underpaynment. W said that “to

adj udi cate an addition to tax under section 6653(b)(2), first we

must exam ne the evidence and satisfy ourselves as to the anount

that clearly and convincingly is an underpaynent. Then, we nust
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determ ne whether any or all of such amount clearly and
convincingly is due to fraud.” [d. W also recognized that
estimating the taxpayer’s underpaynent at zero or a nom nal
anount woul d be inconsistent with a guilty plea by the sane
t axpayer to obtaining “substantial incone” fromcertain illega
activities. |Instead, we estimated the underpaynent due to fraud
for each of the years at issue.

W face a simlar task in this case. Wile we acknow edge
that in the crimnal case the governnment proved beyond a
reasonabl e doubt that some part of Barrow s underpaynents for
1987 and 1988 were due to fraud, the Conm ssioner in this case
failed to prove to us that any particul ar underpaynents were
actually due to fraud. W recognize that it would be
i nconsistent to hold no part of the underpaynment due to fraud, so
as we did in Franklin, we estimate that $500 in 1987 and 1988 was
due to fraud for purposes of applying the fraud penalty.

Concl usi on

No part of any underpaynent of Barrow s 1984 or 1986, or
BACO s 1988 and 1989, deficiencies was due to fraud and so we do
not sustain the Conm ssioner’s determ nation for those years.

The parties wll, however, need to conpute Barrow s 1985,

1987, and 1988 deficiencies, so
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Deci sions will be entered under

Rul e 155.



